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DISCLOSURE LIMITATIONS

This advice constitutes return information subject to I.R.C. § 6103. This advice
contains confidential information subject to the attorney-client and deliberative process
privileges and, if prepared in contemplation of litigation, subject to the attorney work
product privilege. Accordingly, the recipient of this document may provide it only to
those persons whose official tax administration duties with respect to this case require
such disclosure. In no event may this document be provided to persons beyond those
specifically indicated in this statement or fo taxpayers or their representatives.

This advice is not binding on the Internal Revenue Service and is not a final case
determination. Such advice is advisory and does not resolve the Service's position on
an issue or provide the basis for closing a case. The determination of the Service in the
case is to be made through the exercise of the mdependent judgment of the office with
jurisdiction over the case.

This responds to your requests for assistance with regard to the above-
referenced Taxpayer and the two issues listed below.

11243
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ISSUES:

1. Whether a _payment from the Taxpayer to
constituted insurance under the United States--lncome Tax Convention and thus
is exempt from taxation?

2. Whether the $-payment Is subject to taxation under |.R.C.
§ 881(a) and as such is subject to withholding tax under |.R.C. §§ 1441-14467?

CONCLUSIONS:

1. The payment does not constitute insurance and thus is not exempt from
taxation.
2. The payment is subject to taxation under |.R.C. § 881(a) and as such is

subject to withholding tax under |.R.C. §§ 1441-1446.
EACTS:

As to the facts in this case, our advice is contingent on the accuracy of the
information that the Internal Revenue Service has supplied. If any information is
uncovered that is inconsistent with the facts recited in this memorandum, you should
not rely on this memorandum, and you should seek further advice from this office.

was initiated to develop 2 |

in B Ncw York. The project consisted of
three phases: (1) pre-construction devefoiment; (2) construction; and (3) post-

construction operation. On the corporation later known as
I T cyor') anc recuted

MEMORANDUM OF UNDERSTANDING ("MOU"). The MOU states in toto as follows:

The

This Memorandum of Understanding ("MOU") dated this day of

B s 2dc by and between a L
' "), and a California corporation

corporation (
') [late

"

1. General [lllond lldesire to participate with
(') as co-developer in the development of its
I (i< "Project”) to be located near New York

State.
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2. Development Loan Along the line of s corporate policy
regarding the promoting US project that a high risk profile project is pursued
through a special purpose subsidiary, [JJJjthrough its

I (Al ) il promote the development of Project by providing a
development fund to the Project. In return, |l be entitled to receive a
return on such development loan and development fee to allowed in the Project.

3. Equity Underwriting For consideration and in return of providing
back-up guaranty for $ equity contribution obligation to the Project and
of arranging source of the funds for |JJlil}s actual equity contribution. [l
be transferred -‘s rights to receive a equity distribution ("Receiving Right")
from the Project which is entitled to receive.

4. I Optional Right [ 55 an option to request [l

transfer the Receiving Rights back to ||l upon the construction closing of
the Project as the fair market value basis.

IN WITNESS WHEREOF, the parties have executed this Memorandum of
Understanding on the date first above written.

in a JOINT DEVELOPMENT AGREEMENT dated [N 0A")

between | I tc Taxpayer, the Taxpayer committed to
provide a loan to [ - imited partnership,

in the amount of The $ loan commitment was part of the
pre-construction phase of the on I (- Taxpayer's
development loan was repaid in full and the Taxpayer received compensation therefore
in the form of a Development Fee in the amount of approximately S]] IIl The JoA
states in pertinent part: :

5.1 I Underwriting. (a) I shall provide, as of the Construction

Loan Closing, a commitment to contribute at the time described in Section 4.1
hereof equity funding for that portion of the Project Cost not funded from the
proceeds of term debt provided by the Senior Lender but in any event an amount
not to exceed the least of: (i) |illpercent of the Project Cost (as agreed with
the Senior Lender at the Construction Loan Closing); (i) SR i) subject
to Section 5.2 hereof, the amount requested byl pursuant to Section 5.4
hereof (such commitment, the "Underwriting Obligation"), subject to the following
conditions precedent . . ..

10.10 uaranty. On the Closing Date, [JJJJlsna!
deliver to he executed iuaranty of in the form of

Exhibit E hereto in respect of s obligations under Section 5.1 hereof.




CC.WR:SCA:SD:TL-4515-98 -4-

We do not have a copy of the Exhibit E to the JDA.

An AMENDED AND RESTATED AGREEMENT OF LIMITED PARTNERSHIP
("partnership agreement") was executed between
as the general partner and a limited partner. and

dated

limited partners.
subsidiaries of the Taxpayer. The partnership agreement states in pertinent part:

3.1, Capital Contributions.

(b) On the Term Loan Closing Date, (i) the -Limited Partners
[previously defined therein as "collectively, jjij and all Limited Partners who
directly or indirectly acquired Limited Partner Interests from || R "N
Limited Partner” means any one of them"] shall contribute S|l the
capital of the Partnership . . . .

(c) The Partners shall have no obligation to make any contributions to the
capital of the Partnership beyond those provided in this Section 3.1.

In the partnership agreement, other partners also agreed to make capital
contributions to

By letter dated N the Taxpayer notified |Gz

pertinent part: The letter states in toto as follows:

Pursuant to No. 4 of the Memorandum of Understanding dated [Jijof
I B - x<cutcs the Optional Right as the following condition;

1. I relinquish the Receiving Rights based on the market value

(current condition is the net present value based on ||| G

2. Ilequests Il arrange the guaranty as the equity contribution
commitment under the construction period.

3. After the construction closing, based on the Project Base Case Cash
Flow, the amount will be determined as soon as possible.

If you agree the above conditions, please sign and return the copy of this

letter. il proceed all documentation under [ lliname.
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on I thc Taxpayer and . < cuted an

AGREEMENT OF CLARIFICATION. The AGREEMENT OF CLARIFICATION states in
foto as follows:

This Agreement of Clarification dated this|iiiay of | GGz s made

by and between the parties to a certain Memorandum of Understanding ("MOU",
copy attached) dated , to wit, nd
( . The parties

agree that:

1. IR s obligations under paragraph 3 of the MOU apply during the
construction period only, such period beginning on the date the construction loan
closed and ending upon completion of construction.

2. The Receiving Right mentioned in the MOU constitutes an undertaking by

to pay or s undertakings in paragraph 3 of the MOU by
remittances out of a portion of the equity distributions and merely represents an
agreed-upon means by which to pay a fee to-for its surety and assistance
services and not a payment to ﬂror any kind of property interest.

3. The remittances specified in paragraph 2 hereof are intended to compensate
Il for its undertakings arising pursuant to paragraph 3 of the MOU, such
amount having a quantifiable value to which the parties agreed at the time of the
original execution of the MOU. :

4. The option available to |ilifir paragraph 4 of the MOU is a lump sum
payment option that represents an election available to || N lllto prepay its
fee at fair market value and not to purchase any kind of property right from

IN WITNESS THEREOF, the parties have executed this Agreement on the date
first above written.

Also on N t-c Taxpayer and R - <<cuted an

AGREEMENT. The AGREEMENT states in toto as follows:

This Agreement is made and entered into as of and
vetween [N o ' P
corporation organized and existing under the law of the State of California,
naving i oftce = [

(hereafter referred to as "I") and | 2 corporation organized
and existing under the law of , having its office at \ i
{hereafter referred to as " .
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Pursuant to No. 4 of the Memorandum of Understanding dated [Jlllof
J:=¢ Il :grcc to execute the Option Right, as following
conditions;

1. Refer to the attached Base Case Cash Flow, Illlshould pay to NGz

uss I -- I
2. [lllshould pay the above amount by || G

IN WITNESS WHEREOF, the parties have executed this Agreement on
the date first above written.

in I pursuant to the || <tter. the Taxpayer paid
- E

On or ab_ and I 2de capital
contributions to totaling $ and IIIGB
executed promissory notes in favor of a wholly owned
subsidiary ofﬁ pursuant to which ] I and I orrowed the
funds necessary to make the equity contributions to [ NG

On the IIBEorm 1120 for the Taxpayer and its subsidiaries, $ | for
I - S o B -5 cdeducted as "AMORTIZATION - IN

SERVICE PRIOR YEAR" on line 26 "Other deductions.”

The notes to the consolidated financial statements for the taxable period [l
state in pertinent part:

- < od . respectively, limited partner interest in G
*. In accordance with the partnership agreement,
- d are obligated to fund total capitai contributions of
JEE The contributions are guaranteed by [l In return for the
guarantee, IIlis entitied to I of the net income of [ The

project commenced operatior_Total contributions to | KGN
amounted to SN >t of which |G 2s
made duringllll Total distributions received from ‘included in income,
amounted to S lfor the year ended December 31, Amortization

expense amounted to S or the year ended December 31, ]
paid N = $ fee relating to services provided b in
connection with securing s limited partnership in the roject. This

fee has been capitalized over the estimated life of the project (30 years). The
unamortized amount of the fee was S G005 of

A s e it -

[ ———
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Amortization expense amounted to $-for the year ended December 31,
]

The Taxpayer's latest explanation of the $ ayment (the reply to
Information Document Request |.E. #2 dated response provided to

RS = cory of which is attached as Exhibit A, states in pertinent

part:®
7a.  The S 2yment was compensation t-or
guaranteeing the development loan between nd
ﬁand for guaranteeing the S EGN:pita!

contribution obligations of || GG =<
I

fc.

Since_was compensated for guaranteeing two .

payments which were made in succession, first the development loan and
then the equity contributions, the Sl 2sset was amortized by
I o (=X purposes over RN B Note
that the Construction Loan Closing date was || NG

I 25 the date on which the full $ capital
contribution obligation of_nd

Bl had been satisfied. However, the S 2yment which gave
rise the amortizable asset did not take place until [ ERGcGczNEGL
Accordingly, amortization was split equally between the Il and -.
i.e., nine months of amortization in each year.

! The assertion that the SN 2s compensation for guaranteeing both
the development loan and the equity contributions conflicts with statements made in a
prior Taxpayer memorandum, a copy of which is attached as Exhibit B. In the prior
Taxpayer memorandum, the {25 stated to be compensation for
guaranteeing only the equity contributions, not the development loan as well. Likewise,
the notes to the Taxpayer's financial statements and, most importantly, paragraph 3 of
the MOU itself impliedly states that the was compensation for guaranteeing
only the equity contributions, not the development loan as well. Finally, the
development loan was made and paid back inl f part of the $hwas
compensation for guaranteeing the development loan, it would seem that part of the

I ould have been deducted in [
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LAW AND ANALYSIS:

1. THE P AYMENT FROM THE TAXPAYER TO I
I DID NOT CONSTITUTE INSURANCE UNDER THE UNITED STATES- I
INCOME TAX CONVENTION AND THUS IS NOT EXEMPT FROM TAXATION.

The Taxpayer contends that the payment was paid in exchange for I
o rc<ing to guarantec R d I s c=pital contributions and as
such constituted insurance under the laws of the United States, as incorporated into the
United States- Income Tax Convention, and as such is exempt from taxation
because‘did not maintain a permanent establishment in the United

States.

of the United StatesJJfincome Tax Convention, I
("treaty") states in pertinent part:

Industrial or commercial profits of a resident of a Contracting State shall be
exempt from tax by the other Contracting State unless such resident is engaged
in industrial or commercial activity in that other Contracting State through a
permanent establishment situated therein. . . .

of the treaty provides a non-exclusive list of activities from
which industrial or commercial profits may arise, stating, in pertinent part:

The term "industrial or commercial profits" includes income derived from . . .
insurance . . . from the furnishing of personal services . . ..

The Taxpayer attempts to fit the payments at issue into the cubbyhole of
"industrial or commercial profits” by characterizing them as being "insurance." The
payments did not constitute insurance. Insurance is not specifically defined in the

treaty. ||| NG of the treaty provides in pertinent part:

As regards the application of this Convention by a Contracting State, any term
used in this Convention and not otherwise defined shall, unless the context
otherwise requires, have the meaning which it has under the laws of that
Contracting State relating to the taxes which are the subject of this Convention.

Thus we turn to general federal income taxation principles to discern the
meaning of “insurance.” The Taxpayer cites United States v. Home Title {nsurance
Company, 285 U.S. 191 (1932), to support its position. While the Taxpayer is correct

-that Home Title holds that making a guarantee can constitute insurance, this misses the
point. If a guarantee transaction involves risk-transfer and risk-distribution then it could
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constitute insurance. It is not the type of risk, but rather risk-transfer and risk-
distribution that give rise to insurance. Helvering v. Le Gierse, 312 U.S. 531 (1941);
Gulf Oil Corp. v. Commissioner, 89 T.C. 1010 (1987), aff'd 914 F.2d 396 (3rd Cir.
1990).

Under the principles of the insurance industry, risk distribution occurs only when
there are sufficient unrelated risks in a given pool for the law of large numbers to
operate. Gulf, 89 T.C. at 1025. Here, there is no evidence that || EEGRoo'<
the possibility that it would have to pay [ IEERs and/or IR capital

contributions with any other risk. Apparently, the payment was simply paid to
and ﬁagread to make the capital contributions to

i and/or |25 unable to do so. did not pool the risk of
having to fulfill this obligation with the possibility of having to fulfill any similar obligation.
In short, there is no evidence that any risk distribution occurred in the context of the
instant payments. Thus, for this among other reasons, the payment did not constitute
insurance.

Further, the technical explanation to the treaty clarifies that only income resuiting
from the active conduct of a trade or business may constitute industrial or commercial
profits. [N Thus. the payments to [ couc constitute
industriat or commercial profits only if | s guvarantee of the equity
contributions is part of the active conduct of a trade or business or independently
constituted an active trade or business. The Taxpayer has proffered no evidence of
this.

2. THE PAYMENT IS SUBJECT TO TAXATION PURSUANT TO L.R.C. §
881(a) AND AS SUCH IS SUBJECT TO A WITHHOLDING TAX OF 30 PERCENT
UNDER L.R.C. §§ 1441 THROUGH 1446, ‘

From the broad perspective, the execution of the MOU and subsequent events
described in the facts section can be viewed as either (1) transfer of a property interest,
i.e., the Receiving Rights, to |l c!owed by transferring that
property interest back to the Taxpayer in exchange for the or(2) an
agreement for || lto rrovide a guarantee and to be compensated as equity
distributions were received by the Taxpayer. Either of these two scenarios would only
apply to the extent that the transactions were at arms' length.

We conclude that the payment constituted "other fixed or determinable annual or
periodic . . . income” from sources within the United States subject to United States
income taxation pursuant to [.LR.C. § 881(a) that is not impacted by the treaty. As such,
the payment was subject to a withholding tax of 30 percent under .R.C. §§ 1441
through 1446. To implement this theory, we need only accept the Taxpayer's
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characterization of the payment as constituting a "guarantee” and accept the
Taxpayer's assertions in the AGREEMENT OF CLARIFICATION that the MOU merely
represented an attempt by the Taxpayer to prepay its fee.

I.R.C. § 881 imposes a tax of 30 percent of "the amount received from sources
within the United States by a foreign corporation as . . . and other fixed or determinable
annual or periodical gains, profits, and income.” | =5 2 foreign
corporation. *received a payment from the Taxpayer. Thus, we must
determine (1) whether the payment was from "sources within the United States™
(2) whether the payment constituted "other fixed or determinable annual or periodical
gains, profits, and income"; (3) whether the treaty impacts or overrides the statutorily
prescribed treatment of the payment; and (4) whether, assuming that the payment is

taxable under |.R.C. § 881, the payment is subject to a withholding tax of 30 percent
under |.R.C. §§ 1441 through 1446.

THE PAYMENT WAS FROM "SOQURCES WITHIN THE UNITED STATES"

I of the treaty contains the treaty sourcing provisions. Sections|JJjJj
I orcscribe rules for different types of income. Section (9) provides that the
source of income for other types of income "shall be determined by each of the
Contracting States in accordance with its own law."

I.R.C. § 863(a) provides that "items of gross income . . . other than those
specified in sections 861(a) and 862(a), shall be allocated or apportioned to sources
within or without the United States, under regulations prescribed by the Secretary . . . ."
The sourcing of guarantee income is not addressed by either |.R.C. § 861(a) or LR.C. §
862(a).

[n the absence of a specific code provision governing the source of an income
item, courts have usually first looked to analogous types of income with specific
statutory rules. Bank of America v. United States, 680 F.2d 142 (Ct. Cls. 1982). In
Bank of America, the Court of Claims sourced both acceptance commissions and
confirmation commissions pertaining to letters of credit at the residency of the obligor.
The court found that the primary function the Taxpayer therein performed to earn the
commissions was the substitution of its own credit for that of others. Because of the
similarity of this primary function with providing a loan, the court held that the
commissions should be sourced analogous to interest. As now, as a general matter
interest was sourced at the residency of the obligor. Accordingly, since the obligors

2 The Taxpayer has not contended that_ had a trade or business
within the United States.




CC:WR:SCA:SD:TL-4515-08 -11-

therein were all foreign banks, the court held that the commissions were foreign source
income. Likewise, the Tax Court in Howkins v. Commissioner, 49 T.C. 689 (1968),
sourced alimony payments to the residency of the obligor. In Howkins the Tax Court
stated in pertinent part:

Especially instructive for our purposes is the source-of-income rule provided by
statute for the payment of interest, for, like alimony, interest involves an
obligation, usually to make periodic payments over a period of time, which is not
incurred in exchange for property or services. Lacking these touchstones,
Congress turned to the residence of the obligor--the situs of the debt-- as the
place where the income is produced, and thus the source of the income. See §
861(a)(1), .R.C. 1954. As was said in A.C. Monk & Co., 10 T.C. 77, a case in
which a domestic (and, therefore, resident) corporation was required to withhold
a tax on interest paid to a nonresident alien in spite of the fact that the interest
payments were made from a foreign bank account and were derived from foreign
income (at p. 82):

This obligation has its source in the obligor, and thus the source of the
payment of the obligation is the residence of obligor. There the right of
payment arises and there the right may be enforced. The only qualification
is that the payment be actually made by the resident obligor or on its
behalf and pursuant to its obligation. * * *

We think the considerations taken into account in Monk are equally applicable
here and we hold that the alimony payments had their source in the United
States.

Howkins, 49 T.C. at 694 (footnote omitted).
.R.C. § 861(a) states in pertinent part:
(a) GROSS INCOME FROM SOURCES WITHIN THE UNITED
STATES.-- The following items of gross income shall be treated as income from

sources within the United States:

(1) INTEREST.-- Interest from . . . interest-bearing obligations of .
. . domestic corporations . . . . )

For the instant issue, a court would very likely source the guarantee fee
analogously to interest and, because the obligor is a U.S.dorporate entity, the
payment would be held to be from "sources within the United States."
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THE PAYMENT CONSTITUTED "OTHER FIXED OR DETERMINABLE ANNUAL OR
PERIODICAL GAINS, PROFITS, AND INCOME"

In Wodehouse v. Commissioner, 337 U.S. 369 (1948), the Supreme Court
opined that the predecessor of [.R.C. § 881 should be construed broadly. The Court
looked back to Helvering v. Stockholms Enskilda Bank, 293 U.S. 84 (1935), in which
the Court had stated in pertinent part:

The general object of this act is to put money into the federal treasury; and there
is manifest in the reach of its many provisions an intention on the part of
Congress to bring about a generous attainment of that object by imposing a tax
upon pretty much every sort of income subject to the federal power. Plainly, the
payment in question constitutes income derived from a source within the United
States; and the natural aim of Congress would be to reach it . . ..

Stockholms Enskida Bank, 293 U.S. at 89.

Our research unearthed no cases in which a taxpayer successfully argued that a
certain item of income was not fixed or determinable annual or periodical gains, profit
and income ("FDAP income"} without also successfully placing the income into another
statutorily defined category such as trade or business income subject to 1.R.C. § 882,
not [.R.C. § 881. As the Supreme Court explained in Wodehouse, I.R.C. § 881(a) cuts
a wide swath. The payment at issue herein surely falls within this wide swath.?

THE TREATY DOES NOT IMPACT OR OVERRIDE THE STATUTORILY
PRESCRIBED TREATMENT OF THE PAYMENT

Aside from their "insurance" argument addressed above, the Taxpayers have not
argued that the payment is impacted by or subject to the treaty. h
of the treaty provides that "industrial or commercial profits” of a resident of a
Contracting State shall be exempt from tax by the other Contracting States unless such
resident is engaged in industrial or commercial activity in that other Contracting State
through a permanent establishment situated therein. —deﬂnes
the term "industrial or commercial profits” to include "income derived from
manufacturing, mercantile, insurance, agriculture, fishing, or mining activities, from the
operation of ships or aircraft, from the furnishing of personal services, and from the
rental of tangible personal property (other than ships or aircraft)." The technical

explanation to the treaty provides that the term "industrial or commercial profits" is
"defined by setting forth several examples of activities which constitute the active

* A single lump sum can be FDAP income. Wodehouse, 337 U.S. at 393.




CC:WR:SCA:8D:TL-4515-88 -13-

conduct of a trade or business." Technical Explanation to the Treaty, || | KIGKTcNcNIN

The "payment” did not derive from one of the enumerated types of income and
the guarantee activity did not constitute the active conduct of a trade or business.
Thus, I does not exempt the payment from federal income taxation.

No other provision of the treaty applies to the payment. Thus, the pertinent code
sections prescribe the proper treatment of the payment.

THE PAYMENT [S SUBJECT TO A WITHHOLDING TAX OF 30 PERCENT
PURSUANT TO |.R.C. §§ 1441 THROUGH 1446

I.R.C. § 1441 through 1446 provide that a payor shall deduct and withhold a tax
equal to 30 percent of a payment to a foreign corporation that constitutes "other fixed or
determinable annual or periodical gains" and is not impacted by a treaty.

THE S PAYMENT COULD POSSIBLY BE VIEWED AS A
PAYMENT BY THE TAXPAYER IN EXCHANGE FOR A PARTNERSHIP INTEREST
NI HOWEVER, IT IS UNLIKELY THAT THE TAXPAYER
WOULD BE SUBJECT TO L.R.C. 1441 THROUGH 1446 WITHHOLDING TAX UNDER
THIS SCENARIO.

{
We now address the consequences of viewing the execution of the MOU and

subsequent events as a transfer of a property interest, i.e., the Receiving Rights, to
ﬁ followed byﬂransferring that iroierti interest back to the

Taxpayer in exchange for the $-Jayment in

Under this scenario, in substance, when the MOU was executed the Taxpayer
promised to transfer the Receiving Rights to when it or its subsidiaries
obtained same. In d obtained the Receiving Rights.
Thus, at the start of IR I o/ cd the Receiving Rights.

Because this advisory opinion pertains only to taxable periods |lend IR
we do not address the tax consequences of the transactions in which

obtained the Receiving Rights. Our initial impression is that, when-
obtained the Receiving Rights in ﬁ the Taxiaier made a distribution

with respect to stock tc-his is because in substance
became the partner in and in substance assumed the obligation to
make the equity contributions itself, rather than just guaranteeing the Taxpayer's equity
contribution obligation. To the extent that the Taxpayer had current or accumulated
earnings and profits, a constructive dividend resulted. Withholding tax pursuant to
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|.R.C. §§ 1441 through 1446 would aiili. For purposes of addressing IIE~d N

at the start of-and-. would have a basis in the Receiving Rights
equal to the fair market value of the Receiving Rights at the time that they were

transferred to || in

[F THE RECEIVING RIGHTS WERE NOT A PARTNERSHIP INTEREST, THE
PAYMENT WOULD NOT BE TAXABLE.

If the receiving rights were a property interest, then they were a capital asset.
I.R.C. § 1221. I of the treaty provides that, with certain inapplicable
exceptions, gains from the sale, exchange, or other disposition of capital assets derived
by a resident of jjjjare exempt from taxation by the United States.

[E THE RECEIVING RIGHTS WERE A PARTNERSHIP INTEREST, ONLY ANY

APPRECIATION BETWEEN THE TIME THAT |~ CQUIRED THE

PARTNERSHIP INTEREST AND THE AGREEMENT TO SELL THE PARTNERSHIP
INTEREST BACK TO THE TAXPAYER WOULD BE SUBJECT TO FEDERAL INCOME
TAXATION. ANY SUCH GAIN WOULD NOT BE SUBJECT TO L.LR.C. §§ 1441
THROUGH 1446 WITHHOLDING.

Taxpayer to transfer its, or its

) The MOU could be construed as a promise by the
subsidiaries,’ partnership interest inﬁto as soon as it
obtained that partnership interest. If so, then the S llloayment was in exchange
for a partnership interest.

The Receiving Rights represented ".s rights to receive a equity distribution
("Receiving Right") from the Project which is entitled to receive." While "partner"
and "partnership" are defined in the Code, "partnership interest” is not. The Receivin
Rights appear to be only a profits interest. However, as limited partners, the -Q
entities were at risk of losing only their capital contributions in any event. The sharing
of losses is not a requisite condition for the existence of a partnership. McDougal v.
Commissioner, 62 T.C. 720 (1974); 70 Acre Recognition Equipment Partnership, Booth
Creek Investment, Inc., Tax Matters Partner v. Commissioner, T.C. Memo. 1996-547.
While whether a partnership exists is a different question from the one at hand, itis
sufficiently conceptually similar for cases addressing it to be instructive. Further, it is
possible for a corporation to hold a partnership interest as a nominee in certain
circumstances. Red Carpet Car Wash, Inc., v. Commissioner, 73 T.C. 676.-Such
circumstances are rare, and in the instant case, whether || B :ou\d
be found to be the nominee of is not certain. For purposes of discussion,
we will so assume.
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A foreign partner is deemed to have a permanent establishment in the United
States if the partnership has a permanent establishment in the United States. Donroy,
Lid., et. al. v. Commissioner, 301 F.2d 200 (Sth Cir. 1962); Unger v. Commissioner,
T.C. Memo. 1990-15. Although we found no Treasury Regulations or cases holding
that sale by a foreign partner of a partnership with a permanent establishment in the
United States is gain effectively connected therewith, Rev. Rul. 91-32, 1991-1 C.B. 107
so provides.

when in || GG < Taxpayer transferred the Receiving Rights to
I I i<y received income subject to taxation to the extent of
the fair market value of the guarantee it provided coupled with a distribution with
respect to stock equal to the difference between the fair market value of the Receiving
Rights and the fair market value of the guarantee. At the start of taxable period |}
had a basis in the Receiving Rights equal to the fair market value of the

Receiving Rights. |.R.C. §§ 1012 and 301idf. Thus, the S ayment would

only be taxable to the extent that $ exceeds the fair market value of the

Receiving Rights when in |l <y were transferred to ||| G

Further, while any such gain would be gain effectively connected with a
permanent establishment in the United States, such gain would not be subject to |.R.C.
§§ 1441 through 1446 withholding. [.R.C. § 1446, "WITHHOLDING TAX ON FOREIGN
PARTNERS' SHARE OF EFFECTIVELY CONNECTED INCOME.," provides in pertinent
part:

(a) GENERAL RULE.--If--

(1) a partnership has effectively connected taxable income for any
taxable year, and ‘

(2) any portion of such income is allocable under § 704 to a foreign
partner,

such partnership shall pay a withholding tax under this section at such time and
in such manner as the Secretary shall by regulations prescribe.

(b) AMOUNT OF WITHHOLDING TAX--

(1) IN GENERAL.-- The amount of the withholding tax payable by
any partnership under subsection (a) shall be equal to the applicable
percentage of the effectively connected taxable income of the partnership
which is allocable under section 704 to foreign partners.
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(¢c) EFFECTIVELY CONNECTED TAXABLE INCOME.-- For purposes of
this section, the term "effectively connected taxable income" means the taxable
income of the partnership which is effectively connected (or treated as effectively
connected) with the conduct of a trade or business in the United States
computed with the following adjustments . . . .

The text of |.R.C. § 1446 speaks in terms of "income of the partnership" and
provides that the partnership is who shall be responsible for the withholding tax. It
does not appear that any withholding responsibility applies to the purchaser of a
partnership interest. We found nothing in the Treasury Regulations underlying I.R.C. §
1446 nor in Rev. Proc. 89-31, 1689-1 C.B. 895, the Revenue Procedure providing
guidance under |.R.C. § 1446, indicating that |.R.C. § 1446 would apply to sales of
partnership interests.

THE PURPOSE OF THE SFAYMENT WAS TO ENABLE THE
TAXPAYER TO ACQUIRE AN EQUITY INTEREST IN I -~ \D
THUS, IT sHouL.D BE ADDED TO THE BASIS OF THE I
PARTNERSHIP INTEREST, NOT DEDUCTED.

If the payment was incurred to guarantee the equity contribution, then the
expenditure was incurred to enable the Taxpayer (or&and - to obtain
an interest in | NEG@M 1 the payment was made to re-acquire the Receiving
Rights, then the payment was made in exchange for the Receiving Rights. Amounts
expended to acquire a capital asset must be capitalized. Woodward v. Commissioner,
397 U.S. 572 (1970).

OTHER POINTS

Either of the two above scenarios would only apply to the extent that the
transactions were at arms’ length. To the extent that the $_payment exceeded
the fair market value of the guarantee, | ]l received a distribution with
respect to stock. Dodd v. Commissioner, T.C. Memo 1988-231. This portion can be
disallowed as a deductible expenditure under both |.R.C. § 162 and |.R.C. § 482. To the
extent of the Taxpayer's current or accumulated earnings and profits at that time, the
payment would constitute a dividend. [.R.C. §§ 301 and 316. With respect to that
portion of the payment, the Taxpayer would be subject to a I.LR.C. §§ 1441 through
1446 withholding tax at the reduced rate of 10 percent pursuant to ||jjillof the
Treaty. That portion of the payment would neither be deductible nor be a proper
addition to the basis of
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It would appear that_and B ot the Taxpayer obtained the
I intcrest. Thus, as reflected by the Taxpayer in its return, the

attendant consequences of the payment may belong to [ NNz~ I ot the
Taxpayer. With respect to any potential deduction or addition to the basis of | TN

-this should not change our analysis, as long as the Taxpayer, | 2nd
continue to file a consolidated return. Any such potential deduction or
addition to the basis of | o 'd take place at the [ = IR
Il icvel. in substance, the Taxpayer would be viewed as making a constructiv
contribution to the capital of | N>~ I, fo!'owed by -~ i
Bl making the payment to ||l Rev. Rul. 84-68, 1984-1 C.B. 31. Neither
would this change any federal income taxation consequences to ||| GGz
However, this could potentially change the 1.R.C. §§ 1441 through 1446 withholding
consequences. While the Taxpayer would remain liable for the withholding tax as the
party that actually made the SN payment, =< IR oud also
be liable for such withholding tax. Casa De L a Jolla Park, inc. v. Commissioner, 94
T.C. 384 (1990).

If you have any questions, please call | NN - G

Sincerely,

Associate District Counsel

By: 2)"% 7 MW/

GORDON L. GIDLUND
Assistant District Counsel

attachments:
As stated ‘/

cc: Assistant Regional Counsel (TL) /
Western Region
(w/o attachments)



